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Report of Independent Auditors

" The Board of Directors and Stockholder
Leerink Swann & Co., Inc. :

‘We have audited the accompanying statemient of financial condition of Leerink Swann &
Co., Inc, as of December 31, 2003. This statement of financial condition is -the
responsibility of the Company’s management. Our responsibility is to express an opinion
on this statement of financial condition based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the
United States, Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the statement of financial condition is free of .
material misstatement. An audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the statement of financial condition, An audit also
includes assessing the accounting principles used and significant estimates made by

" management, as well as evaluating the overall presentation of the statement of financial
condition. We believe that our audit of the statement of financial condition provides a
reasonable basis for our opinion.

In our opinion, the statement of financial condition referred to above presents fairly, in all
material respects, the financial position of Leerink Swann & Co., Inc. at December 31,
2003, in conformity with accounting principles generally accepted in the United States.

émt'f ‘ LLP‘

February 23, 2004

A Mernber Practice of Ernst & Young Global




Leerink SWarm & Co., Inc.
Statement of Financial Condition

December 31, 2003 -

Assets

Cash and cash equivalents

Deposit with clearing organization
Receivable from clearing organization
Other trade receivables

Notes receivable from employees, net of bad debt reserve of $683,464

Dernivative instruments, at fair value ‘

Marketable securities, at market value
Non-marketable securities, at fair value

- Advances to employees

Prepaid expenses

Furniture, equipment, and leasehold improvements, net
Goodwill

Total assets

Liabilities and stockholder's equity
Liabilities:
~ Securities sold, not yet purchased, at market value

Accrued compensation, employee benefits and payroll taxes
Accounts payable and accrued expenses '
Payable to clearing orgamzanon B
Deferred rent
Note payable -
Net deferred state tax lmbmty

Total liabilities

Stockholder's equity: _

* Common stock, authorized 8,000,000 shares, $.01 par value
4,992,500 shares issued and outstanding

Additional pald—m capital

Retained eamings -

Total stockholder's equity |

Total liabilities and stockholder's equity

See accompanying nates.

8§ 3,173,270

250,000
6,805,583
1,252,080~

533,354

287,514

152,393

123,879

73,588
1,318,062
1,690,357

623,026

316,283,106 .

$ 285,600

1,502,229
574,386
126,602
599,376
138,000
569,493

3,795,686 .

49,925
3,858,382

8,579,113 .
12,487,420

$16,283,106°



Leerink Swann & Co., Inc.

Notes to Statement of Financial Condition -

December 31, 2003

1. Accounting Policies
Organization and Nature of Business

Leerink Swann & Co., Inc. (the Company) is registered with the Securities and Exchange
Commission (SEC) as a securities broker/dealer under Section 15(b) of the Securities
Exchange Act of 1934, The Company is a subsidiary of Leerink Swann Massachusetts
Business Trust (Parent or Trust), which was formed December 31, 2001.  As a non-
clearing broker, all customer transactions are cleared on a fully d1sclosed basis through
another broker/dealer. :

Use of Estimates -

The preparation of a statement of financial condition in conformity with accounting
principles generally accepted in the United States requires management to make estimates
and assurnpnons that affect.the amounts reported in the statement of financial condltlon
and accompanwng notes. A«crual amounts could differ from those estimates.

~ Cash and Cash Equivalents

The Company has defined cash equivalents as highly liquid investments, with original
maturities of less than ninety days that are not held for sale in the ordinary course of
business. '

Deposits with Clearing Organizations

- Cash and securities are kept on deposit with various clearing organizations and represent -
the minimum balance required to be maintained in order to utilize various clearing
brokers. This cash and securities balance is subject to withdrawal restrictions such that
the Company would be prohibited from doing business with the clearing brokers if the
minimum cash balance on deposit is mot maintained. ,



Leerink Swann & Co., Inc.

Notes to Statement of Financial Condition (continued)

1.. Accounting Policies (continued)
Securities

Marketable securities are valued at quoted market value. At December 31, 2003, all
marketable securities owned were equity securities. Non-marketable securities are
recorded at fair value as determined management based upon information provided by
third parties familiar with financial instrument.

Derivative Instruments

The Company values warrants to purchase stock of public companies using the Black-
Scholes model, as the fair value of the warrants is not available through published
sowrces. The Company has discounted the estimated value of the warrants calculated -
using Black-Scholes based on considerations for 11qu1d1ty, SEC registration, volatility and

~ lack of substantial operating histories of these companies.

_ Notes Receivable from Employees and Advances to EAm'ployees

Notes receivable from employees represent loans to brokers in anticipation of their
continued employment and generation of commission revenue in accordance with each
specific agreement. The notes are not collateralized and may be forgiven at some future
date upon reaching specified productivity goals. Certain loans provide for interest at a-
~ fair market rate and are presented as notes receivable. Loans or draws not supported by
‘notes and interest are included as advances to employees. The notes are amortized based
upon the attainment by the employee of certain pre-established economic goals, The
Company establishes a bad debt reserve for notes and advances to employees when
collection is considered by management to be doubtful, '

Furniture, Equipment, and Leasehold Improvements

Furniture, equipment and leasehold improvements are carried at cost less accumulated
depreciation and amortization. Depreciation is recorded -on a straight-line basis over the
estimated useful lives of the assets ranging from three to seven years for fumniture and
computers. Leasehold improvements are amortized over the remaining lease term.



Leerink Swann & Co., Inc.

Notes to Statement of Financial Condition (continued)

1. Accounting Policies (continued)
Goodwill.

The Company accounts for goodwill in accordance with Statement of Financial Standards
No. 142, Goodwill and Other Intangible Assets. In accordance with this statement,
goodwill is not amortized but is reviewed on an annual basis for impairment. As of
December 31, 2003, it has been determined that there was no impairment of goodwill. .

Inicome Taxes

Under the provisions of the Internal Revenue Code, the Company is an S Corporation
which provides that, in lieu of federal corporate income taxes, the stockholders are taxed
on their proportionate share of the taxable income. For state income tax purposes, the .
Company is organized as a Massachusetts business trust, and, as a result, is subject to tax
on the Trust and the Company’s Massachusetts taxable income. The Company is charged
or credited through intercompany accounts for its proportionate share of Massachusetts
state mcome taxes.
© The Company accounts for income taxes in accordance with Statement of Financial
Standards No. 109, Accounting for Income Taxes (FAS 109), which require an asset and
liability approach to financial accounting and reporting for income taxes, Deferred state

income tax assets and liabilities are computed annually for differences between the

financial reporting and tax bases of assets and liabilities that will result in taxable or
deductible amounts in the future based on enacted tax laws and rates applicable to the
periods in which the differences are expected to effect state taxable income. Deferred
state income taxes have been recorded to reflect the differences between the tax bases of
assets and liabilities and their financial reporting amounts. -



Leerink Swann & Co., Inc.

Notes to Statement of Financial Condition (continued)

2. Furniture, Equipment and Leasehold Improvements

At December 31, 2003, fumniture, equipment and leasehold improvements, summarized -
by major classification, were as follows:

Furniture - $ 260,670
Equipment , 1,611,481 -
Leasehold improvements: ‘ 1,333,167

‘ : : ‘ 3,205,318
Less: Accumulated depreciation and amortization (1,514,961

$ 1,690,357
3. Note Payable

The Trust entered into an agreement with a third party to provide funding to the Company
through a deferred compensation arrangement, structured as a note in the amount of
$138,000. The third party will serve as a trustee of the Trust and a director of the -
Company. The Company recorded the liability as the Trust disbursed the amount of the
note, in cash, to the Company. The agreement provides that no principal repayment is .
required until 2012 and the note bears interest at a rate of 7 percent.

4. Distributions to Stockholder

The Company makes annual distributions to the stockholder based on the previous year’s
taxable income. During 2003, the Company made no distributions based on the
Company’s 2002 taxable loss.

. 8. Stock Option Plans

During 2001, the Company adopted a Stock Option Plan under which options have been
granted to employees of the Company to purchase shares of the Company’s common
stock at prices determined by the Company’s Trustees. As a result of the formation of the
Trust, upon exercise of the options, employees would receive units of the Trust in lieu of
shares in the Company. Options generally vest over a five-year period and expire ten
'years from the date of grant, with the majority of the options expiring in the year 2011.



Leerink Swann & Co., Inc.

Notes to Statement of Financial Condition (continued)

5. Stock Option Plans (continued)

The following table summarizes the status. of the Company ] stock optmn plan as of
December 31, 2003:

Weighted Average

Shares Exercise Price .
Outstandlng at December 31, 2002 1,024,959 $1.45
~ Granted 92,751 1.35
Exercised -0 -
" Forfeited C (75,957) 1.36
Outstanding at December 31,2003 1,041,753 $1.45
Options vested at December 31, 2003 374,992

The range of exercise pnces for options outstanding at December 31, 2003 is $0.00 -
$1.71.

6. Profit Sharing and Retirement Plan

The Company maintains a qualiﬁed defined contribution profit sharing plan for
essentially all full-time employees under which the Company rnakes a contribution out of

available profits. = The Company. also maintains a salary reduction agreement under -

Internal Revenue Code section 401 (k).
7. Concentration of Credit Risk

The Company occasionally maintains deposits in excess of federally insured limits, The
Company derives most of its income through commissions paid by customers on

transactions executed through Pershing Corporation (“Pershing”). The Company

maintains its temporary cash investments with high credit quality financial institutions.
Customer commissions receivable from Pershing are available to the Company daily.



Leerink Swann & Co., Inc.

Notes to Statement of Financial Condition (continued)

8. Commitments and Contingent Liabilities

The Company leases office facilities, equipment and vehicles under various non-
cancelable operating leases, The leases for the office space requires minimum annual
rental payments and clauses for operating costs adjustments,

Future minimum aggregatw annual rental commitments under these non—cancelable leases
for the yea:s ending Décember 31, are as follows:

2004 $ 1,917,194
2005 1,944,331
2006 2,001,502
2007 | | 1,427,532
2008 1,151,465
Thereafter | 2,469,083
$10,911,107

The Company has been named as a defendant in various legal actions arising from its -
normal business activities in which varying amounts are claimed. Although the amount
of any ultimate liability with respect to those:matters cannot be determined, in
management’s opinion, based upon the opinions of counsel, any such liability will not
have a material impact on the Company's financial position,

9. Net Capital Requirements

The Company is subject to the Uniform Net Capital requirements of the SEC under Rule
15¢3-1. The SEC requirements also provide that equity capital may not be withdrawn or
cash dividends paid if certain minimum net capital requirements are not met. At
December 31, 2003, the Company had net capital of $3,494,699, which was $3,047,199
in excess of the amount required to be maintained at that date.

Under the clearing arrangement with the clearing broker, the Company is required to

' maintain certain minimum levels of net capital and comply with other financial ratio
requirements. At December 31, 2003, the Company was in compliance with all such

requirements, : ‘-



Leerink Swann & Co., Inc.

Notes to Statement of Financial Condition (continued)

10. Income Taxes

Deferred state tax assets and liabilities as of December 31 2003 consisted of the
following:

Deferred tax assets $ 209,625
Deferred tax liabilities ‘ (775,118) -
Net deferred state tax liability - _$(560.493)

The Company uses the cash method of accounting for tax purposes. This difference.
results in a deferred tax liability that will reverse in future years at the current state tax
rate of 9.8%. This rate was increased from 5.3% effective March 5, 2003. Other
significant deferred tax assets and liabilities result from unrealized gains from assets held
for investment, capital loss carryovers and excess depreciation allowed for tax purposes.

At December 31, 2003, the Company had a Massachusetts capital loss carryover of
approximately $500,000 that can be used against capital gains and certain interest and
dividend income in future years. There is currently no expiration date for this carryover
and the Company expects to utilize these losses in a future period.’

At December 31, 2003, the Company had a Massachusetts net operating loss carryover of
approximately $4,100,000 that will expire in 2008. The Company believes that xt is more
likely than not that the loss carryover will be utilized pnor to expiration,

11. Related Party Transactions

.Leerink Swann Asset Management, Inc. (LSAM) is a related entity by common
ownership and control. During 2003, the Company was reimbursed for .overhead,
reimbursement of income taxes and reimbursement of commissions paid on behalf of
LSAM. ‘
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